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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: In separate notices of deficiency, respondent

determ ned the follow ng i ncone tax deficiencies, penalties, and

The followi ng cases are consolidated herewith: Vortex
Products Corp., docket No. 24646-95; and Sam Zhadanov, docket No.

24647- 95.
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additions to tax with respect to petitioners’ Federal incone
t axes:

Vortex Products Corp. (Vortex), docket No. 24646-95

Addition to Tax Penal ty
FYE Sept. 30 Defi ci ency Sec. 6651(f)? Sec. 6663
1991 $ 28, 813 $21, 610
1992 85, 831 64, 373
1993 77,968 $58, 476

Sam and Anna Zhadanov (the Zhadanovs), docket No. 14021-95

Penal ty
Year Defi ci ency Sec. 6663
1990 $35, 031 $26, 273
1991 61, 862 46, 397
1992 77,522 58, 142

Anna Zhadanov

Penal ty
Year Defi ci ency Sec. 6663
1993 $60, 272 $45, 204

Sam Zhadanov, docket No. 24647-95

Penal ty
Year Defi ci ency Sec. 6663
1993 $43, 048 $32, 286

Al ternatively, respondent also determ ned that Vortex was |iable
for the addition to tax under section 6651(a) if we concl ude that
Vortex is not |iable for the penalty under section 6651(f) for
its FYE 1993 and that the Zhadanovs were liable for accuracy-

rel ated penalties under section 6662(a) if we conclude that they

2Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code for the years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
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are not liable for the section 6663 penalties determned in the
noti ces of deficiency.

In an Amendnent to Answer filed October 5, 1999, respondent
asserted an increased deficiency of $127,070 and an increased
section 6663 penalty of $95,302 agai nst Vortex for FYE 1993.

These cases were consolidated for trial, briefing, and
opi nion pursuant to Rule 141(a) because they present common
i ssues of fact and law. Hereinafter, we refer to the
consol i dated cases as this case.

After the parties’ concessions,® the renaining issues for
deci sion are:

(1) Whether Vortex is liable for the fraud penalty under
section 6663, or alternatively, for the accuracy-related penalty
under section 6662(a) for FYEs 1991 and 1992;

(2) whether Vortex is liable for the addition to tax for

fraudulent failure to file a tax return under section 6651(f), or

%Petitioner Vortex Products Corp. (Vortex) conceded its
deficiencies at trial. M. Zhadanov admtted that he did not pay
tax on his Social Security benefits for 1993. On its FYE 1993
tax return and petition, Vortex clainmed that it was entitled to a
deduction for property forfeited by M. Zhadanov pursuant to his
pl ea agreenent in United States v. Zhadanov, No. 93-240, 1995
US Dist. Lexis 5707 (E.D. Pa. Apr. 25, 1995). Petitioners did
not present any evidence or make any further argunent regarding
this claim Accordingly, we treat this claimas abandoned and do
not address it herein. See Bradley v. Conm ssioner, 100 T.C.

367, 370 (1993); Rybak v. Conm ssioner, 91 T.C 524, 566 n.19
(1988).
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alternatively, for the delinquency addition to tax under section
6651(a) for FYE 1993;

(3) whether respondent is barred by section 6501(a) from
assessing a deficiency against Vortex for FYE 1991;

(4) whether the Zhadanovs received constructive dividends
fromVortex in 1990, 1991, 1992, and 1993 in the anobunts
determ ned by respondent or in any anounts;

(5) whether M. Zhadanov was required to include a portion
of his 1993 Social Security benefits in his inconme for 1993;

(6) whether the Zhadanovs are liable for the fraud penalty
under section 6663, or alternatively, for the accuracy-rel ated
penal ty under section 6662(a), for any of the years at issue;

(7) whether respondent is barred by section 6501(a) from
assessing a deficiency agai nst the Zhadanovs for 1990 and 1991;*

(8) whether the additions to tax for fraud proposed agai nst
M . Zhadanov vi ol ate the Doubl e Jeopardy C ause of the United
States Constitution; and

(9) whether Ms. Zhadanov is entitled to relief fromjoint
and several liability under section 6015 for 1990, 1991, and

1992.°

“The Zhadanovs cl ai ned that Form 872, Consent to Extend Tine
to Assess Tax, extending the period of limtations to Dec. 31,
1995, for taxable year 1991, is invalid as it was obtai ned under
dur ess.

SPetitioners also argue that Ms. Zhadanov is entitled to
(continued. . .)
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts is incorporated in this opinion by this
ref erence.

A Backgr ound

The Zhadanovs were married in 1957 and remai ned marri ed
t hroughout the years at issue. The Zhadanovs were born in Kiev,
Ukraine, and immgrated to the United States in 1973. Before
they emgrated, both M. and Ms. Zhadanov earned a degree in
mechani cal engineering in the former Soviet Union. The
Zhadanovs’ |egal residence was in Brooklyn, New York, when they
filed their petitions in this case.

M . Zhadanov was president and sol e sharehol der of Vortex
Products Corp. (Vortex) during the years at issue. Vortex had
its principal place of business in Brooklyn, New York, when it
filed its petition in this case.

In 1981, Vortex was incorporated in New Jersey to engi neer,
devel op, and manufacture plastic products. Since its
i ncorporation, Vortex has derived its incone fromthe manufacture
and sal e of various brush products, safety syringe hol ders, and

cust om nol ded products for which M. Zhadanov held patents. For

5(...continued)
relief fromjoint and several liability for any incone tax
deficiency for 1993 under sec. 6015. However, Ms. Zhadanov
filed a separate Federal inconme tax return for 1993, and,
therefore, sec. 6015 does not apply to 1993.
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all relevant years, Vortex used the cash nethod of accounting and
a FYE Septenber 30.

Ms. Zhadanov worked as a senior engineer for a Russian
consulting firmbefore noving to the United States. After the
Zhadanovs inmm grated, Ms. Zhadanov first worked as a draftsman
and then she becane a design engineer in 1974. 1In 1985, Ms.
Zhadanov began working for Vortex as its bookkeeper. She al so
cal cul at ed Vortex manufacturing costs for various products,
including plastic vials. Throughout the years at issue, Ms.
Zhadanov was |isted on corporate docunents as a Vortex corporate
of ficer.

M's. Zhadanov prepared all financial docunments for Vortex,
sonetinmes with the assistance of Anthony Abbate, C. P.A  She also
supplied M. Abbate with all documents used to prepare Vortex’'s
tax returns. Ms. Zhadanov regularly reviewed the docunents
prepared by M. Abbate and periodically called himwth
gquesti ons.

In 1986, the Zhadanovs and their son Eli Zhadanov forned a
partnership “100 Prospect Associ ates” through which they
purchased property |ocated at 108 Prospect Street (the Prospect
Street property). Vortex noved its operations to the Prospect
Street property that sane year. Vortex paid nonthly rent of
$8,000 directly to M. Zhadanov, who deposited the checks into

t he Zhadanovs’ personal checking account. In turn, the Zhadanovs
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paid the Prospect Street property nortgage and taxes fromtheir
personal checking account. The Zhadanovs al so pai d nunerous
Vortex expenses for facility upgrades out of their personal
checki ng account during the years at issue.

In 1990, the Zhadanovs sold their house in Metuchan, New
Jersey, and used the net proceeds of $180,000 to pay off the
bal ance of the nortgage on the Prospect Street property.

B. Pl astic Vial Mnufacturing

In 1990, M. Zhadanov was approached by Henry Bel ki n and
Leonard Edel son to create custom nolds to manufacture plastic
vials. Belkin and Edel son were in the business of purchasing and
selling vials for crack cocaine, but they represented to M.
Zhadanov that the plastic vials were for perfune oil sanples.

Bel ki n and Edel son used Tri-State General, a front conpany,
to conduct business with Vortex. Vortex and Tri-State Ceneral
signed an agreenent to begin production of the plastic vials in
Novenber 1990. Bel kin and Edel son wanted to pay cash for the
plastic vials and nolds and told M. Zhadanov that they did not
want Vortex to deposit the cash in the bank. Al though M.
Zhadanov initially insisted that Vortex be paid by check, when
producti on began, Bel kin and Edel son paid Vortex using a
conbi nati on of checks and cash

Vortex conducted business directly with Tri-State until My

1991 when M. Zhadanov | earned that the Gover nment had seized a
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shi pnent of vials, allegedly because the vials were being used by
drug dealers to hold crack cocaine. Vortex ceased production of
the plastic vials for a few weeks thereafter but then resuned
vial production in July 1991. Fromthat date, Bel kin and Edel son
paid Vortex for the plastic vials solely in cash

In an attenpt to insulate Vortex from Bel kin and Edel son’s
drug activities, Sam Zhadanov entered into a | easi ng agreenent
with Al ex Srebrianski, a Vortex enployee, in July 1991. The
agreenent provided that M. Srebrianski’s conpany, U S. Trading,
woul d | ease Vortex’s machi nery and prem ses for $8,000 per nonth
for the purpose of manufacturing plastic vials. In reality,
Vortex continued its production of the plastic vials. M.
Zhadanov remained in control of the manufacturing operations at
Vortex and deducted the expenses associated with the nmanufacture
of the plastic vials on Vortex’s tax returns for the years at
i ssue.

Al ex Srebrianski delivered the vials, collected the cash
paynments from Bel kin and Edel son, and turned the cash over to M.
Zhadanov at the Vortex factory. At the Zhadanovs’ direction,

Al ex deposited a portion of the cash receipts into U S. Trading's
checking account. He then wote checks to Vortex fromU.S.
Tradi ng’ s checki ng account and included the notation “l ease” on

each check



C. Cash Hoard

Checks that Vortex received fromTri-State General and U. S.
Tradi ng were deposited into the corporate checking account and
recorded in the Vortex general |edger. However, cash received
from Bel kin and Edel son and Srebrianski was not deposited into
the corporate checking account or recorded in the Vortex general
| edger. Instead, Ms. Zhadanov recorded the cash in a cash
receipts journal and later into a cash di sbursenent journal. The
cash receipts journal recorded cash received by Vortex in
connection with the plastic vial production totaling $728, 346.
The cash di sbursenent journal recorded expenses and i ncone
generated by the plastic vial production. Wth two exceptions,
the entries in the cash receipts journal and the summary of cash
incone in the cash di sbursenent journal correspond exactly.

M's. Zhadanov put the cash fromthe sale of plastic vials in
shoe boxes she kept in a safe |ocated at the Zhadanovs’
resi dence. Each shoe box had a tally slip on which Ms. Zhadanov
kept a running total of the balance to indicate whether noney was
added or renoved fromthe shoe box. Sonetines, cash from one
shoe box was conbined with another shoe box in an effort to save
space in the safe.

Vortex did not report the cash receipts on its incone tax
returns, financial statenments, general |edger, or a 1992

application for a $400,000 | oan to buy equi pnent.
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On occasion, M. Zhadanov used cash to pay Vortex expenses,
including raw materi al s and enpl oyee sal ari es.

D. Swi ss Bank Account and Trips to Europe

The Zhadanovs made several trips to Russia and Europe during
the years at issue.

In April 1992, the Zhadanovs traveled to Swtzerl and and
opened an account in the names of Sam Anna, and Eli Zhadanov at
t he Uni on Bank of Switzerland (UBS) in Zurich.?®

In July 1992, the Zhadanovs traveled to Switzerland. From
Switzerland, they traveled to Kiev to investigate potenti al
materials to use in manufacturing a new nedical x-ray screening
devi ce.

On the July 1992 trip to Switzerl and the Zhadanovs deposited
several marked U. S. Postal Moiney Orders (the noney orders)
totaling $12,000 into the UBS account and w thdrew a
correspondi ng amount of cash, which they used, at least in part,

to pay travel and rel ated expenses.’” The nobney orders origi nated

5COver the course of the next year, the Zhadanovs deposited
$300, 000 into the Union Bank of Switzerland (UBS) account. The
Zhadanovs did not disclose the UBS account on their 1992 or 1993
i ncone tax returns. The Zhadanovs clainmed that the funds in the
UBS account were given to them by Russian busi nessnen interested
in bringing noney into Europe to invest. M. Zhadanov did not
know t he nanmes of the Russian businessnmen but clainmed that his
son Eli had devel oped the contacts through his video rental
busi ness at the U S. enbassy in Mdyscow.

M. Zhadanov testified that the unspent portion of the
$12, 000 was brought back to the United States. M. Zhadanov al so
(continued. . .)



- 11 -
froma Governnment informer who used themto pay Belkin for an
order of plastic vials. Belkin, in turn, used themto pay
Vortex. After tracing the deposit, the U S. Postal Service
turned over the negotiated noney orders to an agent of the
Crimnal Investigation Division, Internal Revenue Service.

I n Septenber 1992, the Zhadanovs made another trip to
Switzerland, in part to explore the potential for expanding
Vortex’ s manufacturing business to Europe. Prior to departing on
this trip, M. Zhadanov had exchanged correspondence with Jack
Rei ss, a commerci al broker, regarding suitable comrercial space
for a new manufacturing facility. During the trip, M. Reiss
showed M. Zhadanov potential warehouse space for product
assenbly, and following the neeting, M. Reiss sent M. Zhadanov
a letter detailing the procedures for marketing, distribution,
and sales in Europe. The Zhadanovs al so travel ed from
Switzerland to Mlan and Bergano in Italy during Septenber 1992
to neet with potential Vortex clients.

E. Crimnal Investigation of Vortex and Sam Zhadanov

In May 1993, after an investigation by various Federal and
State | aw enforcenent agencies, M. Zhadanov was arrested on
charges stemmng fromhis relationship with Bel kin and Edel son

and his manufacture and sale of alleged crack vial paraphernalia,

(...continued)
testified that whenever he used noney fromthe safe for business
expenses, he returned unspent portions to the safe.
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(i.e., plastic vials). Incident to the arrest, |aw enforcenent
agents searched the Vortex facility and the Zhadanovs’ apart nent
where they seized $827,981 in cash fromthe safe.

M . Zhadanov pleaded guilty in March 1994 to charges of
conspiracy to aid and abet the distribution of crack cocai ne and
nmoney | aundering. Pursuant to his plea agreenent, M. Zhadanov
agreed to forfeit the $827,981 in cash seized fromthe safe, his
properties, Vortex’s assets, funds in his personal bank accounts,
and Vortex funds traceable to the UBS account in Switzerl and.

M . Zhadanov al so agreed to cooperate with the Internal Revenue
Service by filing accurate personal and corporate Federal incone
tax returns for relevant years. |In return, M. Zhadanov received
a reduced sentence of 5 years in prison at his sentencing hearing
in August 1994.8

F. Noti ces of Deficiency and Reconstructi on of | ncone

Vortex filed tinely corporate tax returns for FYEs 1991 and

1992. Vortex received an extension to file its FYE 1993 return

8 n the crimnal proceedi ngs against M. Zhadanov in the
United States District Court for the Eastern District of
Pennsyl vani a, Ms. Zhadanov, Eli Zhadanov, and M. Zhadanov’s
not her, Maria Zhadanov, filed a claimto recover a portion of the
seized funds in which they alleged they owned in the aggregate,
$200, 000 of the $827,981 seized fromthe Zhadanovs’ safe and
subject to forfeiture. During the forfeiture hearing, Ms.
Zhadanov i ntroduced into evidence the Vortex cash receipts
journal in an attenpt to explain the source of cash in the safe.
The journal had not been seized with the Vortex corporate records
during the May 1993 search of the Vortex factory and the
Zhadanovs’ residence. The District Court denied the clains of
M's. Zhadanov, Eli, and Maria Zhadanov.
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until June 15, 1994, but did not file its FYE 1993 return until
Oct ober 1995.

On August 23, 1995, respondent issued a notice of deficiency
to Vortex for its FYEs 1991, 1992, and 1993. Al though
respondent’ s agents perfornmed net worth anal yses and source and
application of funds anal yses on Vortex and the Zhadanovs in an
effort to reconstruct their incone for the years at issue, those
anal yses proved inconcl usive. Consequently, respondent
determned in the notice of deficiency issued to Vortex that
Vortex had unreported vial inconme for those years equal to the
cash receipts shown in Vortex’'s cash receipts journal ($728, 346)
and that Vortex was liable for fraud penalties under section 6663
for FYEs 1991 and 1992 and for the addition to tax for
fraudulently failing to file its return for FYE 1993.° The
Zhadanovs filed tinmely joint Federal incone tax returns for 1990,
1991, and 1992, and filed tinmely married filing separate returns
for 1993. The Zhadanovs subsequently signed Form 872, Consent To
Extend The Statute O Limtations On Assessnent And Col |l ection O
Their Individual Tax, extending the period of limtations for

1991 to Decenber 31, 1995.

Respondent does not dispute that the cash recei pts journal
accurately reflects the cash incone Vortex received fromthe
plastic vial sales. The Zhadanovs admt that the cash received
fromthe plastic vial sales was deposited in the safe and not
i ncluded as incone on Vortex’s tax returns.
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In notices of deficiency dated May 23, 1995, respondent
determ ned that Vortex’'s unreported incone!® for the FYEs 1990
t hrough 1993 was taxable to the Zhadanovs personally as
constructive dividends. Respondent also determ ned that M.
Zhadanov must include a portion of his Social Security benefit
for 1993 in income and that the Zhadanovs were liable for the
fraud penalty under section 6663 or, alternatively, for the
accuracy-rel ated penalty under section 6662 for each of the
t axabl e years at issue.

OPI NI ON

The Statute of Limtations |Issues

Petitioners contend that the period of Iimtations on
assessnent has expired with respect to the Zhadanovs for 1990 and
1991 and with respect to Vortex for FYE 1991. The Zhadanovs
tinely filed their 1990 tax return on April 15, 1991, and filed
their 1991 tax return on April 15, 1992. Respondent nuiled the
notice of deficiency for those years on May 23, 1995. Vortex
tinely filed its tax return for FYE 1991 on Decenber 16, 1991,
and the notice of deficiency for that year was issued on May 23,
1995.

CGenerally, the Comm ssioner nust assess an incone tax

deficiency for a specified year within 3 years fromthe date the

PRespondent determ ned the Zhadanovs received $117, 829 for
1990; $203,813 for 1991; $249,318 for 1992; and $157,386 for 1993
fromVortex (totaling $728,346 for the years at issue).
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taxpayer’s return for that year was filed. Sec. 6501(a).
However, in cases where a party files a fal se or fraudul ent
return with the intent to evade tax, the tax nmay be assessed at
any tinme. Sec. 6501(c)(1). Respondent argues that Vortex and
t he Zhadanovs fraudul ently understated their income for all the
years at issue and that, therefore, the exception under section
6501(c) (1) to the general 3-year limtations rule of section
6501(a) applies. !t

Respondent bears the burden of proving that an exception to
the general 3-year limtation period set forth in section 6501(a)

applies. Rule 142(b); Harlan v. Conm ssioner, 116 T.C. 31, 39

(2001). In order to rely upon the fraud excepti on under section
6501(c) (1), respondent nust prove the sane el enents as he nust
prove to inpose an addition to tax for fraud under prior section

6653(b). Mbley v. Conm ssioner, T.C Meno. 1993-60, affd.

w t hout published opinion 33 F.3d 1382 (11th Cr. 1994). The
el enents that nust be proved to support the inposition of the
fraud addition to tax under prior section 6653(b) are essentially

the sane elenents that nust be proved to inpose the fraud penalty

1Respondent al so argues that the 6-year period of
limtations provided in sec. 6501(e) applies to petitioners if we
conclude that sec. 6501(c)(1) is not applicable. Sec. 6501(e)
provi des that tax may be assessed at any tinme within 6 years
after a returnis filed that omts fromgross inconme an anount
exceedi ng 25 percent of the anpbunt of gross incone stated in the
return.
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under section 6663(b).!? See, e.g., Rhone-Poulenc Surfactants &

Specialties, L.P. v. Conmm ssioner, 114 T.C 533, 548 (2000),

appeal dism ssed and remanded 249 F.3d 175 (3d GCr. 2001).
Because our resolution of the Ilimtations issues depends, at
least initially, upon our resolution of the fraud issues in this
case, we exam ne first whether, on this record, respondent has
proven that Vortex and/or the Zhadanovs engaged in fraudul ent
conduct under section 6663(b).

1. Fraud Penalty I n General

In order for the Conmm ssioner to prove that a taxpayer is
liable for a fraud penalty under section 6663(b) or its
predecessor, the Conmm ssioner nust prove by clear and convinci ng
evi dence that (1) an underpaynent of tax exists, and (2) sone
part of the underpaynment is due to fraud. Sec. 7454(a); Rule

142(b); DiLeo v. Conm ssioner, 96 T.C. 858, 873 (1991), affd. 959

F.2d 16 (2d Gr. 1992). The Conm ssioner may not rely on a
taxpayer’s failure to carry its burden of proof on the underlying
deficiency as proof that the taxpayer underpaid his tax. D Leo

v. Conm ssioner, supra.

Fraud is established by showi ng that the taxpayer intended

“to evade tax believed to be ow ng by conduct intended to

12Sec. 6663(a) was added to the Code by sec. 7721(a) of the
Omi bus Budget Reconciliation Act of 1989 (OBRA 1989), Pub. L
101-239, 103 Stat. 2395-2398. Prior to the passage of OBRA 1989,
the fraud penalty (or addition to tax, as it was then known) was
contained in fornmer sec. 6653(Dhb).
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conceal, mslead, or otherwi se prevent the collection of such

tax.” Recklitis v. Conmm ssioner, 91 T.C 874, 909 (1988). Fraud

“does not include negligence, carel essness, m sunderstanding or

uni ntenti onal understatenent of incone.” United States v.

Pecheni k, 236 F.2d 844, 846 (3d Cr. 1956). Although respondent
bears the burden of proving by clear and convinci ng evi dence that
a taxpayer has filed a fraudulent return with the intent to evade
tax, respondent need not prove the precise anobunt of the

under paynent resulting fromfraud; he nust only prove that sone
portion of the underpaynent of tax for each year is due to fraud.

Ni edri nghaus v. Conm ssioner, 99 T.C 202, 210 (1992).

The exi stence of fraud is a question of fact to be resol ved

upon consideration of the entire record. D Leo v. Conm ssioner,

supra at 874. Fraud is never presuned and nust be established by

i ndependent evi dence of fraudulent intent. Edelson v.

Conmm ssi oner, 829 F.2d 828, 833 (9th Cr. 1987), affg. T.C. Meno.

1986-223. Fraud may be shown by circunstantial evidence because
direct evidence of the taxpayer’s fraudulent intent is seldom

avai l able. Gjewski v. Conm ssioner, 67 T.C 181, 199 (1976),

affd. wi thout published opinion 578 F.2d 1383 (8th Cr. 1978).
The taxpayer’s entire course of conduct may establish the

requi site fraudulent intent. Stone v. Conm ssioner, 56 T.C 213,

223-224 (1971). However, fraud is not proven when a court is

left with only a suspicion of fraud, and even a strong suspicion
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is not sufficient to establish a taxpayer’s liability for the

fraud penalty. dinger v. Conm ssioner, 234 F.2d 823 (5th Cr.

1956), affg. in part and revg. in part on another ground T.C.

Meno. 1955-9; Davis v. Conmm ssioner, 184 F.2d 86, 87 (10th Cr

1950); G een v. Conmm ssioner, 66 T.C 538, 550 (1976); Axelrod v.

Comm ssioner, T.C Meno. 1982-92, affd. 711 F.2d 1062 (9th Gr.

1983) .
Courts have relied upon a nunber of indicia or badges of
fraud in deciding whether an underpaynent of tax is due to fraud.

E.g., Bradford v. Comm ssioner, 796 F.2d 303, 307-308 (9th Gr.

1986), affg. T.C. Meno. 1984-601; dayton v. Conm ssioner, 102

T.C. 632, 647 (1994); Petzoldt v. Comm ssioner, 92 T.C 661, 700

(1989). Al though no single badge is necessarily sufficient to
establish fraud, the existence of several badges of fraud
constitutes persuasive circunstantial evidence of fraud.

Pet zol dt v. Conm ssi oner, supra.

Respondent contends that the foll ow ng badges of fraud are
present in this case: (1) Understatenent of income; (2) failure
to file tax returns; (3) inplausible or inconsistent explanations
of behavior; (4) conceal nent of assets; (5) failure to cooperate
wth tax authorities; (6) engaging in illegal activity; (7)

attenpting to conceal illegal activity; and (8) extensive



- 19 -
dealings in cash. W consider these badges as appropriate in
deci di ng whet her Vortex and the Zhadanovs are |iable for the
fraud penalty for any of the years at issue.

[11. Vortex | ssues

A. The Fraud Penalty Against Vortex for FYEs 1991
and 1992

1. The Under paynent Requirenent

Respondent asserts Vortex fraudulently underreported its
income for FYEs 1991 and 1992, and fraudulently failed to file a
tax return for FYE 1993. Vortex concedes that it did not include
cash receipts fromvial sales in gross incone for FYEs 1991
1992, and 1993, but disputes that its om ssion of incone for FYEs
1991 and 1992, and its failure to tinely file its Federal incone
tax return for FYE 1993 were fraudul ent.

2. The Under paynent Due to Fraud Requirenent

Respondent determ ned petitioners were |iable for additions
to tax and penalties for FYEs 1991 and 1992 under section 6663,
whi ch provides: “If any part of any underpaynent of tax required
to be shown on a return is due to fraud, there shall be added to
the tax an anmount equal to 75 percent of the portion of the
under paynent which is attributable to fraud.”

I n deci di ng whether a corporation has acted fraudulently, we
exam ne the actions of the corporation’s officers. D Leo v.

Conmi ssi oner, supra at 874; Kahrahb Rest., Inc. v. Conm ssioner,

T.C. Meno. 1992-263 (“A corporation can act only through
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individuals who are its officers or enployees”). The fraud of a
sol e or dom nant sharehol der may be attributed to the

corporation. E.J. Benes & Co. v. Conm ssioner, 42 T.C. 358, 383

(1964), affd. 355 F.2d 929 (6th G r. 1966). In this case, we
nmust consider the actions of M. Zhadanov, Vortex’ s president and
sol e sharehol der, in deciding whether some portion of Vortex’s
under paynents of tax for FYEs 1991 and 1992 was due to fraud.

The record in this case is replete with evidence supporting
respondent’s determ nation that Vortex’s underpaynents of tax
were due to fraud. Anong the evidence of fraud in the record are
the fol |l ow ng:

(1) Repeated Understatenents of Incone. Vortex conceded it

failed to report incone received fromthe manufacture and sal e of
plastic vials for FYEs 1991 and 1992. That failure resulted in
under paynents of tax in excess of $28,000 and $85, 000,
respectively. This failure to report substantial anounts of

I ncone over successive years i s persuasive evidence of fraudul ent

intent. Kurnick v. Conm ssioner, 232 F.2d 678 (6th Cr. 1956),

affg. T.C. Menb. 1955-31.

(2) lnplausible or Inconsistent Explanations of Behavior.

Vortex, through M. Zhadanov, gave inconsistent and inplausible
expl anations for not depositing the unreported inconme fromvial
sales in the bank. First, M. Zhadanov cl ainmed that he did not

deposit cash into the Vortex checking account because he did not
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know how to make such deposits. W find this explanation
i npl ausi bl e given M. Zhadanov’'s | evel of education and
entrepreneurial efforts at Vortex. |In addition to his position
as president of Vortex, Sam Zhadanov held numerous U.S. patents
and a degree in nechanical engineering. W do not find his
testinony regarding his inability to performsuch mnisterial
tasks as depositing cash in a bank account to be credible.

Second, M. Zhadanov testified that he did not deposit cash
into the Vortex checking account because Bel kin and Edel son did
not want to be reveal ed as the source of such cash. M. Zhadanov
testified that he did not question the request because he
bel i eved Bel kin and Edel son had a | egitimte business, as they
sold the plastic vials openly in their stores. Watever M.
Zhadanov’ s belief m ght have been when Vortex first agreed to
manuf acture plastic vials for Bel kin and Edel son, the evidence
reflects that, no later than July 1991, M. Zhadanov becane aware
of the intended use of the plastic vials, but he did not
termnate his business dealings with Bel kin and Edel son.
I nstead, M. Zhadanov attenpted to hide Vortex’s involvenent in
t he manufacturing process by arranging for a front conpany to
“rent” Vortex’ s operation.

(3) Conceal nent of Assets. Vortex concedes that it did not

deposit the cash incone derived fromthe manufacture and sal e of

the plastic vials in its corporate bank account or report the
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i ncone for Federal inconme tax purposes. Although M. Zhadanov
testified that, as a Russian, he did not trust banks and was
unaccustoned to keeping his noney in banks, we are convinced that
M . Zhadanov intended to conceal the cash by keeping it in his
safe. M. Zhadanov's intent to conceal the cash is further
denonstrated by his conceal nent of the cash from his accountant.

See Duffey v. Conm ssioner, 91 T.C. 81 (1988); Langworthy v.

Commi ssioner, T.C Meno. 1998-218 (taxpayer’s failure to be
forthcomng with his return preparer was evidence of fraud).

(4) Engaging in Illegal Activity. Vortex was engaged in the

illegal manufacture and sale of plastic vials used in the
distribution of crack cocaine during the years at issue. As we
have previously stated, it is reasonable for us to assune that,
when incone is derived fromillegal activity, a taxpayer’s
failure to report the incone is intended to mslead and frustrate
a potential crimnal prosecution and is an indication of a

taxpayer’s intent to evade his taxes. Reed v. Comm ssioner, T.C

Meno. 1997-388, affd. per curiamw thout published opinion 155

F.3d 560 (4th Cr. 1998); Baker v. Comm ssioner, T.C Meno. 1991-

340, affd. wi thout published opinion 9 F.3d 1550 (9th Cr. 1993).

(5) Attenpting To Conceal lllegal Activity. Wen M.

Zhadanov becane aware that the plastic vials were being used in
the distribution of crack cocaine, he attenpted to distance

Vortex from Bel kin and Edel son. He entered into a sham | ease of



- 23 -
the Vortex factory with Alex Srebrianski and U. S. Trading and
used the ostensible | easing transaction to |aunder a portion of
the cash generated by the plastic vial sales. A taxpayer’s
attenpt to conceal its illegal activity, particularly when the
attenpt contributes to the understatenent of a taxpayer’s incone,

is an indication of fraud. Spies v. United States, 317 U S. 492,

499 (1943).

(6) Extensive Dealings in Cash. Vortex amassed a
consi derabl e cash hoard and used sone of the cash to pay sone of
Vortex’ s expenses, including the cost of raw materials and Al ex
Srebrianski’s sal ary.

Based on the above, we hold that Vortex’'s underpaynent of
tax resulting fromits failure to report proceeds fromthe sale
of plastic vials on its Federal inconme tax returns for FYEs 1991
and 1992 was attributable to fraud and that therefore Vortex is
liable for the fraud penalty under section 6663 for each of those
years.

B. The Fraudulent Failure To File Penalty Against
Vortex for FYE 1993

Respondent determ ned that Vortex was liable for the

addition to tax pursuant to section 6651(f)* for fraudulently

13Sec. 6651(a) inposes an addition to tax for late filing
equal to 5 percent of the anmount required to be shown on the
return if a taxpayer files within 1 nonth of the date prescribed.
That section further inposes an additional 5-percent addition to
tax for each additional nonth or fraction thereof that the return
(continued. . .)
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failing to file a tinely income tax return for FYE 1993. Vortex
filed its Federal inconme tax return for FYE 1993 in Cctober 1995,
after respondent issued to Vortex the notice of deficiency dated
August 23, 1995.

We exam ne the sane badges of fraud we used when considering
the inposition of the fraud penalty under section 6663(a) to
deci de whether Vortex is liable for the addition to tax for
fraudulently failing to file a tinely tax return under section

6651(f). dayton v. Comm ssioner, 102 T.C. 632, 653 (1994). CQur

anal ysi s, however, necessarily must focus on the taxpayer’s
decision not to file its return when due for it is only if that
deci sion was made with the intent to evade tax that the addition
to tax under section 6651(f) nay properly be inposed. Respondent
bears the burden of proving by clear and convi nci ng evi dence that
an under paynent exists and that the taxpayer intended to conceal,
m sl ead, or otherw se prevent the collection of taxes by not

filing his return when due. Parks v. Conm ssioner, 94 T.C 654,

660-661 (1990).

3(...continued)
is not filed, not to exceed 25 percent in the aggregate. |[If any
failure to file a return is fraudulent, sec. 6651(f) increases
the additions to tax inposed under sec. 6651(a) to 15 percent of
the net amount of tax due for each nonth that the return is not
filed, up to a maxi num of 75 percent.
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As di scussed, supra, Vortex’s corporate tax return for the
year at issue was due June 15, 1994.% Vortex concedes it did
not file a tax return for FYE 1993 until after it received the
notice of deficiency in August 1995. Vortex maintains that its
failure to file its FYE 1993 return by the extended due date was
not due to any attenpt on its part to evade its taxes but rather
was due to other circunstances stemm ng fromthe investigation,
arrest, trial, and inprisonnent of M. Zhadanov. M. Zhadanov
was arrested in May 1993. Incident to the arrest, |aw
enf orcenment agents searched the Vortex facility and the
Zhadanovs’ apartnent and seized, anong other things, many of
Vortex’ s books and records. In January 1994, M. Zhadanov
pl eaded guilty, and from 1994 to 1999 M. Zhadanov was
i ncar cer at ed.

By June 15, 1994, the deadline for filing Vortex’s FYE 1993
return, M. Zhadanov had al ready pleaded guilty pursuant to a
pl ea agreenent that required him anong other things, to file
accurate Federal incone tax returns on behalf of Vortex and for
hinmself. The terns of the plea agreenent provided an extrenely

strong incentive to file accurate tax returns because the failure

1Corporate fiscal year incone tax returns are required to
be filed on the fifteenth day of the third nonth foll ow ng the
cl ose of the corporation’s fiscal year. Sec. 6072(b). Vortex’s
incone tax return for FYE 1993 was originally due on Dec. 15,
1993, but the filing deadline was extended to June 15, 1994.
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to do so could result in a violation of the plea agreenent and a
har sher sentence for M. Zhadanov.

Qur review of the record | eaves us unconvinced that Vortex
fraudulently failed to file its FYE 1993 return. The record
| eaves us instead with the inpression that Vortex’s failure to
file its return was due to other circunstances such as the
sei zure of necessary records, and the arrest and inprisonnment of
Vortex’s sol e sharehol der/president. Because respondent has the
burden of proving that Vortex fraudulently failed to file its
return by clear and convincing evidence, the unconvincing nature
of the record is fatal to respondent’s claim Accordingly, we do
not sustain respondent’s determ nation of the section 6651(f)
penalty for FYE 1993.

C. The Delinguency Penalty Agai nst Vortex for FYE 1993

Al ternatively, respondent determ ned that Vortex was |iable
for the addition to tax pursuant to section 6651(a) should we
find that Vortex’s failure to file was not due to fraud. Vortex
bears the burden of proof on this issue.’ Rule 142(a); Lee v.

Conm ssi oner, 227 F.2d 181, 184 (5th Gr. 1955), affg. a

Menmor andum Qpi ni on of this Court; BJR Corp. v. Comnm ssioner, 67

T.C. 111, 131 (1976).

The burden of proof provisions of sec. 7491 do not apply
here because the exam nation in this case began before July 22,
1998. See Internal Revenue Service Restructuring & Reform Act of
1998, Pub. L. 105-206, sec. 3001, 112 Stat. 726.
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Section 6651(a) authorizes the Comm ssioner to inpose an
addition to tax whenever a taxpayer fails to file a required
return when due (determned with regard to any extension of the
filing deadline) unless the taxpayer shows that such failure was
due to reasonabl e cause and was not due to willful neglect.

In this case, the parties agree that Vortex did not file its
income tax return for its FYE 1993 by the extended filing

deadl ine. Consequently, in order to avoid liability for the
section 6651(a) addition to tax, Vortex nust show that its
failure to tinely file was due to reasonabl e cause and not due to

willful neglect. AJEF Transp. Consultants, Inc., v. Conm ssioner,

T.C. Meno. 1999-16, affd. 85 AFTR 2d 1909, 2000-1 USTC par. 50473
(2d Gr. 2000). The term “reasonable cause” is defined as the
exerci se of ordinary business care and prudence. Sec. 301.6651-
1(c) (1), Proced. & Adm n. Regs. The term“willful neglect” is
defined as a “conscious, intentional failure or reckless

indifference.” United States v. Boyle, 469 U S. 241, 246 (1985).

At trial, Ms. Zhadanov recited the difficulties she faced in
dealing with the Zhadanovs’ and Vortex’ s legal and tax issues
whi l e her husband was in jail. She testified that she hired tax
| awyers who did nothing but “cal cul ate nunbers, nunbers,
nunbers,” then withdrew their representation. She testified
about the noney problens she and her husband encountered as a

result of the forfeiture and the efforts that she and ot her
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menbers of her famly took to recover a portion of the forfeited
funds. However, Ms. Zhadanov did not adequately explain why she
was unable to prepare, or arrange for the preparation of,
Vortex’s return in the time between M. Zhadanov's guilty plea
and Vortex’s filing deadline. 1In addition, Vortex did not nake
any additional argunents regarding this issue. W conclude that
Vortex has failed to prove that it exercised ordinary business
care and prudence or that its failure to file was not due to
conscious, intentional, or reckless indifference. Accordingly,
we hold Vortex liable for the addition to tax under section
6651(a) with respect to FYE 1993.

D. The Limtations |ssue

Because we have found that Vortex fraudulently
underreported its inconme and underpaid its incone tax for its FYE
1991, we hold that respondent is not barred by section 6501(a)
from assessing a deficiency with respect to Vortex for its FYE
1991.

| V. The Zhadanov | ssues

A. Respondent’s Adjustnents to | ncone

Respondent has determ ned that the Zhadanovs had unreported
constructive dividend i ncone during each of the years at issue
attributable to the unreported cash fromvial sales that the
Zhadanovs kept in their safe. |In addition, respondent has

determ ned that M. Zhadanov failed to include in income Soci al
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Security benefits he received during 1993. The Zhadanovs
vi gorously disagree that they had constructive dividend incone in
any of the years at issue. The Zhadanovs bear the burden of
provi ng, by a preponderance of the evidence, that they did not
receive the incone alleged by respondent. Rule 142(a).

1. Constructive Dividends

Respondent asserts that the Zhadanovs diverted Vortex incone
totaling $728,346 and retained it for their personal use. The
Zhadanovs claimthat the cash was not diverted but remai ned
Vortex’s asset despite its physical location in the Zhadanovs’
safe, and that, therefore, they did not underreport their inconme
or underpay their inconme tax liabilities for the years at issue.

A constructive dividend arises when a corporation confers an
econom ¢ benefit upon a sharehol der without expectation of
repaynent and the corporation on the date of the deened
di stribution had current or accumul ated earnings and profits.?®

Crosby v. United States, 496 F.2d 1384, 1388 (5th Cr. 1974);

Truesdell v. Conmm ssioner, 89 T.C 1280, 1295 (1987).

Constructive dividends are includable in a taxpayer’s gross
i ncone under section 61(a)(7).
As a general rule, “a taxpayer need not treat as incone

nmoneys which he did not receive under a claimof right, which

%petiti oners conceded that Vortex had sufficient earnings
and profits for the years at issue to support a constructive
di vidend of the anmpunts at issue.
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were not his to keep, and which he was required to transmt to

soneone else as a nere conduit.” D anpbnd v. Comm ssioner, 56

T.C. 530, 541 (1971), affd. 492 F.2d 286 (7th Gr. 1974). The
recei pt of noney by a taxpayer acting in an agency or fiduciary
capacity ordinarily is not a taxable event to that taxpayer

Hem nway v. Commi ssioner, 44 T.C. 96, 101 (1965). The nere fact

that funds pass through an owner-taxpayer’s hands is not

determ native of a constructive dividend. Ashby v. Commi SsSioner,

50 T.C. 409 (1968); Marks v. Conm ssioner, T.C Meno. 1963-304.

A greater potential for constructive dividends, however,
exists in closely held corporations where deal i ngs between
st ockhol ders and the corporation are comonly characterized by
informality. Bittker & Eustice, Federal |nconme Taxation of
Cor porations and Sharehol ders, par. 8.05, at 8-39 (7th ed. 2000).
“Where a sharehol der uses corporate property for his persona
benefit, not proximately related to corporate business, the
shar ehol der nust include the value of the benefit in incone as
constructive dividends to the extent of the corporation’s

earnings and profits.” AJF Transp. Consultants, Inc. v.

Conmi ssioner, T.C. Menp. 1999-16, affd. 85 AFTR 2d 1909, 2000-1

USTC par. 50473 (2d G r. 2000); see also D Zenzo v. Conm Ssioner,

348 F.2d 122, 125 (2d Cr. 1965), revg. in part and remandi ng

T.C. Meno. 1964-121; Truesdell v. Comm ssioner, supra; Falsetti

v. Comm ssioner, 85 T.C 332, 335-336 (1985); Nicholls, North,
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Buse Co. v. Commi ssioner, 56 T.C 1225, 1238 (1971); Chall enge

Manuf acturing Co. v. Conmm ssioner, 37 T.C 650, 663 (1962). The

courts have often used a two-level inquiry to decide whether a
t axpayer received constructive dividend incone. The first |evel
of inquiry requires an exam nation of whether the corporation
conferred an econom c benefit on the sharehol der w thout

expectation of repaynent. United States v. Smith, 418 F.2d 589

(5th Gr. 1969). The second |level requires an exam nati on of
whet her the benefit primarily advanced the sharehol der’s personal
i nterest as opposed to the business of the corporation. lreland

v. United States, 621 F.2d 731 (5th Cr. 1980); Sanmons V.

Conmm ssioner, 472 F.2d 449 (5th Gr. 1972), affg. on this point

T.C. Meno. 1971-145; United States v. Gotcher, 401 F.2d 118 (5th

Cr. 1968).

Respondent argues that the Zhadanovs received constructive
di vidends equal to the unreported vial incone kept in their safe
because their unfettered control over the funds in the safe
conferred an econom c benefit upon them and the benefit was
primarily personal. Respondent relies upon the fact that M.
Zhadanov, as president and sol e sharehol der of Vortex, had anple
opportunity to spend the cash by virtue of its location in his

personal safe.



- 32 -

Al t hough t he Zhadanovs do not dispute that they had physi cal
control over the cash, they vigorously contest that they
appropriated the cash to their own use. They enphasize that they
never spent any of the unreported corporate cash for personal
pur poses, as evidenced by the fact that the entire disputed
anount was still in the safe on the date the cash was sei zed and
M. Zhadanov was arrested in 1993. %

Al t hough control over an asset can be evidence of an
econom ¢ benefit, control of an asset by a sharehol der-officer
does not necessarily result in a benefit that is taxable to the
sharehol der. For exanple, a constructive dividend does not
result when, despite “extrenely informal” dealings, a sole
shareholder’s intent in transferring funds fromthe corporation
to his personal checking account “was to use such funds for
corporate purposes as an agent of the corporation.” Nasser v.

United States, 257 F. Supp. 443, 449 (N.D. Cal. 1966); see al so

Loftin & Whodard, Inc. v. United States, 577 F.2d 1206, 1215 (5th

Cr. 1978). Likew se, we have held that a sol e sharehol der’s
physi cal control over unreported corporate cash does not result
in constructive dividends where the sharehol der evidences an

intention to hold and use those funds for corporate purposes.

W note that $827,981 was seized fromthe safe in My
1993, but respondent has taken the position in this case that the
total unreported vial incone for all the years at issue was only
$728,346. Inplicit in respondent’s position is that $99, 635 of
the cash seized fromthe safe was not unreported vial incone.
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Bard v. Conmi ssioner, T.C. Menpb. 1990-431; Alisa v. Conm ssioner,

T.C. Meno. 1976- 255.

A careful review of the record in this case reveals a dearth
of credible evidence supporting respondent’s position that the
unreported Vortex cash was diverted by the Zhadanovs for their
personal use and econom c benefit. The preponderance of credible
evidence in the record supports the Zhadanovs’ position that they
held the unreported cash for corporate use. At trial, the
Zhadanovs relied upon a cash receipts journal that, for
unexpl ai ned reasons, was not seized by the Governnent when it
executed search warrants in May 1993, and a cash di sbursenents
journal that recorded Vortex’s vial incone and rel ated
expendi tures, which was seized during the May 1993 search. Both
docunents record Vortex’s cash vial inconme and show it as a
corporate asset. Respondent apparently concluded that the cash
receipts journal was credible as he relied on it in determ ning
t he amount of Vortex’s unreported inconme fromcash vial sales for
each of the years at issue.

The facts clearly establish that the entire anmount
respondent determ ned was unreported constructive dividend i ncone
was seized by CGovernnent agents in May 1993. Respondent’s only
credi bl e evidence in support of his determnation that the
di verted corporate cash was a constructive dividend to the

Zhadanovs is that the Zhadanovs had physical control over the
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cash. W are not convinced that such control, wthout sone
evi dence that the Zhadanovs intended to appropriate the cash for
personal use or actually used it for personal purposes, is enough
to counter the evidence in the record supporting the Zhadanovs’
argunent that they held the cash on behalf of Vortex.

Qobvi ously, the Zhadanovs did not use any of the diverted
cash for personal purposes because all of the diverted cash at
issue in this case was in the safe when it was seized by the
Governnment agents. The record contains no evidence that the
Zhadanovs lived a lavish |ifestyle inconsistent with their
reported incone. |In fact, although respondent used indirect
met hods to reconstruct the Zhadanovs’ incone before he issued the
notices of deficiency in this case, respondent did not rely on
t hose anal yses, opting instead to treat the seized cash, to the
extent recorded in the cash receipts journal, as the unreported
i ncone. Although there is evidence in the record that the
Zhadanovs used cash fromtine to tinme to pay expenses, the
expenses i n question appear to have been Vortex’ s expenses, not
personal expenses of the Zhadanovs.

Respondent attenpts to bolster his argument by pointing to
evi dence that the Zhadanovs opened a Swi ss bank account into
whi ch t hey deposited $300, 000 over the course of a year and that
t he Zhadanovs cashed $12, 000 of noney orders given in paynent of

plastic vials and used a portion of the funds to pay travel
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expenses while in Europe. 1In our view, this evidence falls short
of establishing that the Zhadanovs used the diverted corporate
cash for personal purposes for several reasons. First, although
respondent inplies and even argues that the $300, 000 deposited in
the Swi ss bank account represented unreported vial incone,
respondent did not “gross up” the alleged unreported incone (as
determned in the notice of deficiency) to include the $300, 000.
| f respondent’s position that the $300, 000 consi sted of
unreported vial income were correct, respondent certainly would
have grossed up his cal cul ation of the diverted i ncone fromvial
sal es to include the $300,000. Respondent did not do so.
Second, although the record establishes that the Zhadanovs cashed
$12, 000 of noney orders directly traceable to Vortex’s plastic
vial sales, the Zhadanovs did so on one of their 1992 trips to
Eur ope during which they explored extending Vortex’s
manuf act uri ng operations and product |ines overseas. The
busi ness purpose of the Zhadanovs’ trips is established not only
by their testinmony but by credible third party evidence
confirm ng the business nature of the trips. The Zhadanovs' use
of part or all of the $12,000 during one of the business trips is
not convincing evidence of any intent to appropriate Vortex funds
for personal purposes.

The Zhadanovs sonetinmes hel d business neetings in their

home, and they used the safe in their hone for corporate
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pur poses. The Zhadanovs kept corporate records and cash in the
saf e because they believed the safe was nore secure than the
storage facilities at Vortex. Wile it is certainly true that
keepi ng corporate cash in a sharehol der’s personal safe creates
an anbi guous ownership trail, it is not convincing evidence of
fraud that M. Zhadanov would do so, particularly where he used
both the corporate office and his residence for business
pur poses.

For the reasons discussed, we conclude that the Zhadanovs
did not derive an econom c benefit fromthe unreported Vortex
cash and that they did not keep the cash in their safe primarily
for their personal benefit. W hold, therefore, that the
Zhadanovs did not have constructive dividend i nconme during the
years at issue as determ ned by respondent.

2. Soci al Security Benefits to Sam Zhadanov

Respondent all eges that M. Zhadanov received $6,811 in
Social Security benefits for 1993, which he did not include in
his gross incone as required by section 86. Section 86(a)(1)
provi des that, except as provided in section 86(a)(2), a
t axpayer’s gross inconme includes the | esser of one half of any
Soci al Security benefits received by the taxpayer during the
t axabl e year or one-half of the anmpunt determ ned under section

86(b) (1).
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M . Zhadanov’s 1993 return actually showed the Socia
Security benefits he received during 1993 (line 21(a)), but the
return does not contain a conpleted entry on the rel evant incone
line (line 21(b)). M. Zhadanov admtted at trial that he
received the Social Security benefits in question and that he did
not pay tax on those benefits for 1993, but he did not present
any additional evidence or nmake any further argunent regarding
respondent’s adjustnent. W conclude, therefore, that M.
Zhadanov has conceded this issue (assumng that the issue is not

conputational in nature), Bradley v. Conmm ssioner, 100 T.C 367,

370 (1993); Rybak v. Comm ssioner, 91 T.C 524, 566 n.19 (1988),

and sustain respondent’s adjustnent accordingly.®

B. Fraud Penalty Detern ned Agai nst the Zhadanovs

Respondent determ ned that the Zhadanovs were jointly liable
for a fraud penalty under section 6663 for 1990, 1991 and 1992,
and that M. Zhadanov and M's. Zhadanov were each liable for a
fraud penalty for 1993. Respondent bears the burden of proving
by cl ear and convi ncing evidence that an underpaynent exi sts and
that the underpaynent is attributable to fraud. Sec. 7454(a);

Rul e 142(b).

8\W note, however, that M. Zhadanov’'s 1993 return showed a
negati ve adjusted gross incone figure and no taxabl e incone.
Even after M. Zhadanov’'s deened concession is taken into
account, it does not appear that M. Zhadanov wi ||l have any
under paynment of tax for 1993, but we |eave that analysis to the
Rul e 155 cal cul ati on.



- 38 -

By reason of our holding with respect to the constructive
di vidend i ssue, we conclude that the Zhadanovs di d not under pay
their tax for 1990, 1991 and 1992, and that neither M. Zhadanov
nor Ms. Zhadanov had any constructive dividend inconme in 1993.
Mor eover, al though M. Zhadanov nust include half of his 1993
Social Security paynents in incone for 1993, it does not appear
that M. Zhadanov w Il have an underpaynent for 1993 even after
the adjustnent is made. W conclude, therefore, that respondent
has failed to prove that the Zhadanovs underpaid their tax
l[tability for any of the years at issue. Consequently, we hold
that the Zhadanovs are not liable for the fraud penalty for any
of the years at issue.

C. Oher |ssues

Because of our holding regarding the constructive dividend
i ssue, we do not address, and need not decide, the other issues
rai sed by the parties, including the Zhadanovs’ assertion
regarding the statute of limtations for 1990 and 1991, M.
Zhadanov’ s doubl e jeopardy argunent, and Ms. Zhadanov’'s claimto

relief under section 6015.
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Deci sion will be entered

for petitioners in docket No.

14021- 95.

Decisions will be entered

under Rule 155 in docket Nos.

24646-95 and 24647-95.




